This article provides an empirical investigation of the causal relationship between the current account (CA) and the capital account (KA) in the case of Indian economy. The results indicate the non-existence of causal relationship between the CA and the KA. Furthermore, we examine the causal relations between the components of the KA and the CA along with exchange rate as the linking factor between them. The causal findings, in the above mentioned case, show different results. Our finding suggests that there exist a causal relationship from Non debt flows to the CA via the real effective exchange rate. This implies that decomposition of the KA helps in identifying the source of flows that drives the CA the most. The results also indicates that volatile capital flows may deteriorate the CA balance and therefore, emphasis should be laid on improving the soundness of the financial sector before moving towards the full KA convertibility.
I. Introduction
Over the last two decades, there have been significant policy measures towards the capital account (KA) liberalization, especially in the case of emerging economies. Although the KA liberalization is expected to increase savings and investment, and thereby higher economic growth 1 , it could lead to deterioration of the current account (CA) in the absence of a wellestablished financial system (Yan, 2005 (Yan, , 2007 . High capital inflows due to the liberalization in the KA may lead to real exchange rate appreciation of the domestic currency, loss of export competitiveness and subsequently leads to the CA deficit (Cooper, 2001; Kim et al., 2004; Prasad and Rajan, 2008) . Therefore, the direction of causality between the KA and the CA assumes greater policy implications. It is argued that if there is a unidirectional causality from the KA to the CA, then the country must be cautious in removing KA restriction as it leads to the deterioration of the CA balance. However, if there is a unidirectional causality from the CA to the KA or an absence of causality in either direction, then the KA liberalization process will not have any adverse effect on the CA.
The existing literature does not give adequate attention to examine the causal relationship between the KA and the CA, even the available studies show mixed results. Studies by Wong and Carranza (1999) and Ersoy (2011) found a unidirectional causality running from the KA to the CA in the case of Argentina and Mexico, and Turkey, respectively. However, Faroque and Veloce (1990) and Kim and Kim (2011) found a bidirectional causality in the case of Canada and Korea, respectively. Yan (2005) found causality running from the CA to the KA in the case of developed countries whereas in the case of emerging economies the causality runs the other way around. 
II. Methodology of the Empirical Tests and Data
The present study analyzes the causal relationship between the KA and the CA by applying the Modified Wald (MWALD) Granger causality test proposed by Toda and Yamamoto (1995) . The advantage of using this method as compared to simple unrestricted Vector Auto Regression (VAR)
is that this test is applicable even if the VAR is stationary, integrated of an arbitrary order, or cointegrated of an arbitrary order (Toda and Yamamoto, 1995) .
The MWALD test estimates the (m+dmax)th-order VAR model while simultaneously imposing restrictions on the first m coefficient matrices ignoring the last dmax lagged vectors in the model.
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The inference of the null hypothesis follows a χ 2 distribution and uses m degrees of freedom, instead of m+dmax.
Following Yan (2005 Yan ( , 2007 and Kim and Kim (2011) we include real effective exchange rate along with the CA and the KA to estimate the following system of equations. 
where CA, KA and REER are the current account, the capital account and the real effective exchange rate, respectively; ε the serially uncorrelated random errors; m the optimal lag length and dmax the maximum order of integration. The present study estimates three sets of system of equations. First, we estimate the above broad system of equations, that is, equations 1-3. Second, we estimate the above equations by decomposing the KA into DF and NDF. Third, we further decompose NDF into FPI and FDI based on the findings from second estimation. Table 2 and it show that the null hypothesis of KA Granger-causes CA and vice-versa cannot be rejected, implying no causal relation between them. This also implies that the information contained in the lagged values of the KA does not improve the predictability of the CA and vice-versa. However, there is evidence of a unidirectional causality running from the REER to the KA. 
III. Empirical Results and Discussion

Causal relationship between CA, REER, NDF and DF
Since we cannot establish a causal relationship between the KA and the CA, we further investigate the possibility of causality between the CA and the two major components of the KA, that is, DF and NDF 3 . Hence, a VAR model with CA, NDF, DF and REER is estimated and the results are reported in Table 3 . the CA via the REER. This implies that an increase in non-debt inflow causes the rupee to appreciate and this appreciation leads to the deterioration of the CA balance.
Causal relationship between CA, FDI and FPI, DF and REER
Since we find a causality running from NDF to the CA in the previous estimation, we further decompose NDF into FDI and FPI and follow the same estimation procedure 4 . The results are reported in Table 4 . The results show that FPI Granger-causes the CA and the REER. Similarly the REER Granger-causes the CA and FPI. This implies that an increase in FPI leads to the rupee appreciation and hence the deterioration of the CA balance. The results also show a bidirectional causality between FPI and FDI, and a unidirectional causality from FDI to REER.
To sum up, our overall empirical findings show that separating the KA into different components helps to find a significant causality from the KA to the CA in the Indian context. The results suggest that NDF especially, FPI Granger-causes the CA via the REER. This implies that 9 the lagged values of NDF, or more specifically FPI, improves the predictability of the CA, while the aggregate KA cannot. As Yan (2007) pointed out, each component of the KA might be a substitute or a complement to one or the other variables and hence the aggregate KA might weaken or enhance the causal relationship between the KA and the CA due to the cancelling-out or the adding-up effect. Almost similar results are reported by Lau and Fu (2011) and Yan (2007) .
IV. Conclusions
This article examines the causal relationship between the KA and the CA in the Indian context.
Our empirical findings suggest that there is a unidirectional causality running from NDF, especially FPI, to the CA. These findings suggest that the volatile components of capital flows deteriorate the CA balance of the country. Therefore, emphasis should be laid on improving the soundness of the financial sector before moving towards the full KA liberalization, especially in the case of portfolio flows.
